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V. Account No. #####
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Judge: Phan
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Jane Phan, Administrative Law Judge

Appearances:
For Petitioner: PETITIONER REP., CPA
For Respondent: = RESPONDENT REP. 1, Assistant AdtpfBeneral
RESPONDENT REP. 2, Manager, Income Tax Auditing
STATEMENT OF THE CASE
This matter came before the Utah State Tax Comanidsr an Initial Hearing pursuant to Utah Code
Sec. 59-1-502.5 on September 9, 2009. PetitiotteSaxpayers) are appealing an audit deficiersueid by

Respondent (the Division) for the tax years 2006 2007. For each tax years at issue the Divisemetl

enterprise zone credits claimed by the Taxpayethe@inUtah Individual Income Tax Returns. The Stiaty
Notices of Audit Change were issued on Decembe2@39, for both tax years at issue. The Taxpayeglyi

appealed the audit. The amount of additional tefor each tax year is as follows:

Tax Period Tax Interest Penalty Total
2006 $$$$$ $$5$$ $$5$$ $$5$$
2007 $$$$$ $$5$$ $$5$$ $$5$$

APPLICABLE LAW

1 Total listed as of date of Statutory Notice. tas continues to accrue on the unpaid balance.
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Enterprise Zone Credits are provided at Utah G3488f-413(1) (20063s follows:

Subject to the limitations of Subsections (2) tlyo@4), the following nonrefundable tax

credits against a tax under Title 59, Chapter #p@@te Franchise and Income Taxes, or

Title 59, Chapter 10 Individual Income Tax Act, applicable in an enterprise zone: . . . (g)

an annual investment tax credit of 10% of the f#250,000 in investment, and 5% of the

next $1,000,000 qualify investment in plant, equéitn or other depreciable property.

That section also provides that businesses engagethil trade and public utilities may not claim
the credit. Utah Code Sec. 63-38f-413(5) provides:

The tax credits under Subsections (1)(a) throuyméy not be claimed by a business entity

engaged in retail trade or by a public utilitiesimess.

A further qualification for the credit is locatatiUtah Code Ann. 863-38f-412 (2006) which provides
that to qualify for an enterprise zone credit, aibess must meet residency requirements as follows:

The tax incentives described in this part are abégl only to a business entity for which at

least 51% of the employees employed at facilitieshe business entity located in the

enterprise zone are individuals who, at the timengployment, reside in the county in which

the enterprise zone is located.

“Business entity” is defined at Utah Code Sec388402 (2006) as follows:

“Business entity” means an entity: (a) includinglaimant, estate, or trust; and (b) under

which business is conducted or transacted.

Utah Admin. Rule R865-9I-37 (2006) clarifies thetail sales criteria would not eliminate
qualification for the credit if the sales were dmimis as follows:

E. A business firm that conducts non-retail operetiand is engaged in retail trade qualifies

for the credits under Section 9-2-413 if the reti@tie operations constitute a de minimis

portion of the business firm’s total operations.

The burden of proof in on the Petitioner in theseceedings pursuant to Utah Code Sec. 59-1-1417
(2009) which provides:

In a proceeding before the commission, the buaodgmoof is on the petitioner . . .

Generally, tax exemption or tax credit statutessaictly construed against the taxpay®ee Parson
Asphalt Prods., Inc. v. State Tax Comn8ty P.2d 397, 398 (Utah 1980)(“[s]tatutes whichvjde for
exemptions should be strictly construed, and one saclaims has the burden of showing his entitheree
the exemption”). Tax credit statutes, like taxrapéions, “are to be strictly construed againstéxpayer.”

MacFarlane v. State Tax Comm’a006 UT 18, 11. “While we recognize the geneudd that statutes
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granting credits must be strictly construed agdlmestaxpayer, the construction must not defegbtinposes
of the statute. The best evidence of that intettitdplain language of the statute.” (Citationsttedi) See id.
at 119.

DISCUSSION

When the Taxpayers filed their Utah resident Iidiial Income Tax Returns for 2006 and 2007 they
claimed enterprise credits in the amount of $$&$$He 2006 return and $$$$$ for the 2007 returfter
auditing the returns, the Division disallowed timeprise zone credits for each year. Whetherobthre
Taxpayers should receive these credits is the isstis appeal.

During 2006 and 2007, PETITIONER 1 was the sotppetor of the business COMPANY 1. For
this business he leased ( X ) that were usedXn) operations. During 2006 and 2007 he had hmased
equipment which he used in this operation. FORD@5 tax year, the Taxpayers’ representative mexdfthat
all equipment leases were to one entity COMPANYarzd COMPANY 2 subleased the equipment to
numerous other business that used the ( X )din tperations. The Taxpayer’s representative ctthiat
COMPANY 2 collected sales tax on these subleas#ghE 2007 tax year most leases were to COMPANY 2
which again subleased the equipment to individsatsiand collected sales tax. However, COMPANY 1
also made some leases to individual end usersTakgayers’ representative maintains that the |eastbe
individual end users were less than 5% of COMPAREYgtoss receipts. COMPANY 1 collected sales tax
for these leases to the end users and listed ldweses as sales on its Sales and Use Tax RetorrteeRhird
guarter 2007, $$%$%$$ was reflected on the salesstarn for the leases to individual end users andHhe
fourth quarter of 2007, $$$3$3$ in sales were claimedhe return for the leases to the end users.

The representative maintained that the becaudedakes from COMPANY 1 to COMPANY 2 were
for the purpose of COMPANY 2 subleasing them toehd user, they were not subject to sales tax. The
representative for the Taxpayer acknowledged thainess engaged in retail sales do not qualifyter
enterprise zone credits. However, he points aitfthr purposes of determining whether qualificasidor
the credits have been met, Utah Admin. Rule R86373Bpecifies that businesses engaged in retdé tiee
businesses that make a retail sale as definedah Obde Sec. 59-12-102. Sec. 102 clarifies thease
made for the purpose of subleasing or subrentieg dot qualify as a retail sale. For the limitentals to
end users for which COMPANY 1 charged sales taxapdrted on its Sales and Use Tax Returns, ithreas

representative’s proffer that these rentals wese tean 5% of the total proceeds and, therefores de
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minimis. Based on this he argued that COMPANY ddagatill qualify for the credit under Utah AdmiRule
R865-91-37.

The Taxpayers did not have sales tax Exemptiotificates from COMPANY 2 going back to 2006
and 2007, but provided a current exemption cedifiand a statement from COMPANY 2 that it had been
collecting and remitting sales tax on the genenantals during 2006 and 2007.

The Division stated it was unclear whether thead, hin fact, been no retail sales in 2006. The
Division indicates that the COMPANY 1 had filledtda Sales and Use Tax Returns incorrectly for all
periods at issue. The returns should have refleitte total number of sales or leases and themridt
subtract out the exempt sales. Instead the relistad on Line 1 only its taxable sales. FurtlwerDivision
pointed out that there had been $$$$$ in Nonemplayenmpensation listed on a 1099-MISC issued to
COMPANY 1 by COMPANY 2 which was in addition to thental payments and for which the Taxpayer’'s
representative had no explanation. On PETITIONERSChedule C for his 2006 federal return, $$$$$ is
listed as gross receipts or sales for COMPANY ke Taxpayers provided a 1099-Misc which listed $5$$
in rents and $$$$$ in Nonemployee Compensationthi®r2006 tax year. So the Division had a concern
regarding the reason for the non employee compiensaThe Taxpayers’ representative did not have an
explanation for this at the hearing. For the 2007 year, COMPANY 2 did not issue a 1099-MISC to
COMPANY 1 and very little support was provided hg fTaxpayer for the gross receipts of COMPANY 1.
Therefore there was a concern on the part of thision whether the leases to individual end usads m
fact, been less than 5% of the gross receipts.

At the hearing the representative for the Taxpapad focused on the issue of whether the rentals
that were considered to be subject to sales tar werminimis under Utah Admin. Rule R865-91-37.
However, there are a number of other criteriatierdredit. Utah Code Sec. 63-38f-412 providesdhksast
51% of the employees employed at the facilitiethefbusiness entity located in the enterprise resiee in
the County in which the enterprise zone is locafBlde Commission has interpreted this sectiondaire
several factors: 1) there must be a business gBjityhe businesses must have a facility locate¢dimihe
enterprise zone; 3) employees of the business/entist employed at this facility; and 4) at leas¥%bof
these employees so employed must reside in thetZouwhich the enterprise zone was located.

The representative proffered this additional infation at the hearing regarding these other factors

some of which was not refuted by the Division. Eheras no dispute that COMPANY 1 was a business
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entity. COMPANY 1 was a sole proprietorship andTPEONER 1 was the owner. As far as the
representative was aware, the business entitytatfine. The representative was not sure if PEDNER

1’s office was in his residence or if he had aticefsomewhere that was not part of this busineity efihe
proffer was that COMPANY 1 owned and maintainedioaagye yard and the representative was not sure if
there was even a building on the storage yard.sttrage yard was located outside of CITY in COUNTY
and it was used by COMPANY 1 in its business opematto store equipment that was not leased olis T
storage yard was the only facility of the businesity COMPANY 1. There was only one employee,
PETITIONER 2. She worked part-time as the bookpkeexnd the representative proffered that she did
receive wage income and a W-2. However, PETITIONRERI not work out of the facility of COMPANY 1;
she worked out of her residence. This residenceals located just outside CITY in COUNTY.

The Division did not contest that the locationtbé storage yard or the PETITIONER 1 &
PETITIONER 2 residence were within the enterprizeezboundaries. The Division did have concerrts as
whether PETITIONER 2 was an employee employedadlitfas of the business entity, since she actually
worked out of her residence. The Division did mgue that the business would need to have moredhan
employee.

The legislature provided the credits to busireggies that conducted or transacted business, had
employees working in a facility of the businessaled in the enterprise zone and the employees were
residents of the zone. See Utah Code Sec. 63B&Ad 63-38f-412. A plain reading of Utah Code 68¢
38f-412 supports the position that there must beleyees employed at facilities of the businesggniihe
Courts have noted that tax credit statutes, likeeteemptions, “are to be strictly construed agathst
taxpayer.”MacFarlane v. State Tax Comm2006 UT 18, 111. And “The best evidence of ihint is the
plain language of the statute.” (Citations omitieSiee id. aff19. Because the legislature expressly provided
the requirement that the employees are employén dacilities this is a factor that must be coesédi. The
information presented at the hearing was that tihefacility of the business entity was the storgged and
the only employee did not work at that facilityhérefore, the business entity does not qualifgfaerprise

zone credits as it fails to meet this express gintyrovision.

In addition, the legislature specified that thedits “may not be claimed by a business entity geda
in retail trade.” Utah Code Sec. 63-38f-413(5).et&ll Trade” was not defined in the Enterprise Zéiae

As noted by the Taxpayer’s representative, theammission adopted a rule that clarifies what et
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trade.” Utah Admin. Rule R865-91-37(E) (2006) afsovides that a business firm that conducts ndtauitre
operations and is engaged in retail trade couldfgdar the credits “if the retail trade operat®nonstitute a
de minimis portion of the business firm’s total cgt@ns.” It is clear from the rule that the portiof the
retail sales to the firm’s total operations is valet in determining when a business qualifiestierdredits.
However, the Commission has previously concludatlttie percentage is not the only factor that neeols
considered in determining whether the sales wemidenis. In Tax Commission Appeal No. 09-356% th
Commission indicated that there was not a brigigt lased on the percentage of retail sales vdisggass
receipts but concluded in that case that the #tailrsales of less than 5% along with a numbestioér
factors supported the position that the retailipartvas de minimis.

Regardless of whether or not these sales woutdtsdered de minimis, COMPANY 1 did not have

employees employed at its facility and, thereftrecredits were properly disallowed by the Diuisidhe

(s R

Jane Phan
Administrative Law Judge

audit should be sustained.

ORDER

On the basis of the foregoing, the Commissionasuistthe Statutory Notices issued against the
Taxpayers for the tax years 2006 and 2007. i isrdered.

This decision does not limit a party's right te@amal Hearing. However, this Decision and Order
will become the Final Decision and Order of the @ussion unless any party to this case files a amitt
request within thirty (30) days of the date of thécision to proceed to a Formal Hearing. Sudmaest
shall be mailed to the address listed below andt imatude the Petitioner's name, address, and &ppea
number:

Utah State Tax Commission
Appeals Division
210 North 1950 West
Salt Lake City, Utah 84134

Failure to request a Formal Hearing will preclaay further appeal rights in this matter.
DATED this 6TH day of January, 2011.
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Marc B. Johnson
Commissioner

bl

R. Bruce Johnson
Commission Chair

EXCUSED
D’Arcy Dixon Pignanelli Michael J. Cragun
Commissioner Commissioner

Notice: If a Formal Hearing is not requested as discuabesle, failure to pay the balance resulting frois th
order within thirty (30) days from the date of thisler may result in a late payment penalty.
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